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to raise the assessment of vacant land to full value as com- 
pared with other real estate. What will be the effects upon 
building of this step and of the policy of exempting improve- 
ments, which is already being adopted, will depend upon a 
variety of conditions. In most cases, the writer believes, the 
changes will not be " barren of results," but will stimulate 
building to some degree. 

In this paper, also, the observations " cover only a small 
part of the points in controversy." It is believed, however, 
that the main point is an important one. Certainly a debt of 
gratitude is due to Professor Anderson for demonstrating so 
conclusively the inadequacy of the currently accepted 
explanation of the influence of increments upon building and 
voluntary obsolescence. It is the explanation, however, 
which has been at fault. The influence is still present. But 
it is not exercised directly, as has been claimed, but indirectly 
and in a fashion not recognized. The increment is a reward 
whose attainment, under ordinary conditions, demands a 
sacrifice. The form which this sacrifice takes is in cities 
early building and voluntary obsolescence, and in rural 
districts early settlement and impoverishment of land. 

Robert Murray Haig. 
Columbia University. 



TWO RATE DECISIONS OF IMPORTANCE 

Two rate decisions have recently been made, both note- 
worthy because of the importance of the questions at issue. 
One was rendered by the Massachusetts Public Service Com- 
mission, and considers the obligation of the state towards 
securities which it has approved; the other is by the New 
Jersey Court of Errors and Appeals, and deals with the 
problem of franchise values. 

The Massachusetts decision considers whether and how far 
the approval of securities by a public utilities commission 
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means that a corporation will be allowed to charge a rate 
which will permit a fair return upon such securities. As yet 
there has been no authoritative judicial determination of this 
question. The United States Supreme Court in the Consoli- 
dated Gas case 1 refused to permit the rate for gas in New 
York City to be lowered beyond the point where a fair return 
would be assured upon all the capitalization which had pre- 
viously been authorized (indirectly) by the state legislature. 
In 1884 the legislature had sanctioned the merger of manu- 
facturing companies, authorizing the consolidated corpora- 
tions to issue capitalization which should not exceed the value 
of "the property, franchises and rights" of the separate com- 
panies. Several gas companies of the city soon merged under 
this act, forming the Consolidated Gas Company, and capital- 
izing its franchises and rights at approximately $8,000,000. 
The Supreme Court held in 1909, that since it did not 
appear that this was an over-valuation of the franchise in 
1884 and since the capitalization of the franchises was under 
authority from the legislature, such capitalization should be 
included in the valuation of the property for rate-making pur- 
poses. The Court said : " We think that under the above 
facts the Court ought to accept the valuation of the franchises 
fixed and agreed upon under the act of 1884 as conclusive at 
that time. The valuation was provided for in the act, which 
was followed by the companies, and the agreement regarding 
it has always been recognized as valid, and the stock has been 
largely dealt in for more than twenty years past on the basis 
of the validity of the valuation and of the stock issued by the 
company." 

Altho the point was not directly in issue, the logic of the 
Consolidated Gas decision would seem to lead to the establish- 
ment of the principle that authorization of stocks and bonds 
by a state establishes a capitalization upon which a return 
must be permitted by the state. 

In spite of this decision, most of the states which have 
recently undertaken the control of capitalization are proceed- 
ing upon the theory that securities approved by them need 

> Wilcox v Consolidated Gas Company, 212 U. S , p 19 
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not necessarily be taken into consideration in making rates. 
Indeed, the new public utility laws in some of the states 
specifically provide that the approval of securities by the 
commission, or any other acts of the commission, are not to be 
taken as a guarantee on the state's part of stocks or bonds 
issued under the act. Such provisions are contained in the 
laws of Arizona, California, Pennsylvania, and Illinois. 
Further, practically all of the new state commissions authorize 
the issue of securities but proceed to base rates upon the 
reproductive or present value of the property, permitting only 
such a rate as will provide a fair return upon this value. That 
is, the value of the property, so denned, is used as the basis for 
rates, regardless of the outstanding capitalization or the 
securities approved. By the use of this method the commis- 
sions plainly indicate that holders of securities approved by 
them have no assurance that rates will be such as to give a 
fair return upon such securities. 

The Massachusetts decision above referred to rejects the 
present value theory as a basis for rates, and takes a different 
attitude on the obligation of the state as to the securities 
which it has authorized. This decision was in the Middlesex 
and Boston Rate Case, decided October 28, 1914. 1 The Mid- 
dlesex and Boston Street Railway Company had applied to 
the Public Service Commission for authority to increase its 
fares. The advance in rates was protested against by the 
towns through which the line passes. The Commission was 
compelled to face the question as to the basis upon which a 
fair return must be reckoned. Counsel for the patrons urged 
the view generally adopted by courts and commissions, that 
the present value of the property was the only amount upon 
which the company could claim a return. 

In reply to this contention the Commission said: " Un- 
doubtedly in rate cases and other cases involving the con- 
flicting rights of the rate-paying public and the investing 
public, the cost of reproduction may frequently be a fact 
desirable to be ascertained, and sometimes it illuminates 

1 Middlesex and Boston Rate Case Report and Order, Massachusetts Public 
Service Commission, 1914, 553 
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important aspects of the problem presented; it is often the 
best method of checking up unsatisfactory accounting, par- 
ticularly when dealing with depreciation. But as a funda- 
mentally controlling principle, no theory could work out 
grosser injustice, — to the rate-paying public in some cases 
and to the investing public in other cases, — than the repro- 
duction cost theory. In cases where rates have for years 
been too high, so that the companies have accumulated out 
of excess rates paid by the public large amounts which have 
gone for capital purposes, this theory requires the rate-payer 
to pay a rate adequate not only for a return upon the capital 
furnished by the investor or stockholder, but adequate also 
to furnishing capital and a return upon the capital furnished; 
it would authorize the capitalization of excessive rates and a 
return upon that capitalization. This is to put a premium 
upon extortion, past and prospective. On the other hand, 
this theory is grossly unjust to prospective investors in that 
even when the investment is made with entire honesty and 
with reasonable prudence, — yet if, pending the building up 
of the new business, the plant depreciates below the fair cost 
to the investors, rates must, under this theory be made ade- 
quate to make return only upon the reproduction cost of the 
property in its depreciated condition." 

The Commission maintained further that the theory of 
reproductive value is as inexpedient as it is unjust, since it 
tends to hinder the investment of further capital in utility 
enterprises; that regulation, if it is to limit the returns to a 
rate not greatly in excess of an investment rate, must also 
protect all investments honestly and prudently made in the 
public service, if utilities are to be kept on good terms with 
the investing public. Therefore the Commission announced 
that the public would be best served, if regulation makes its 
" fundamentally guiding principle an attempt to protect 
investments honestly and prudently made and wisely man- 
aged." The Commission points to the fact that for many 
years the state of Massachusetts has followed the policy of 
regulating the issue of securities by public utilities, such 
securities representing only the bona fide investments in the 
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properties. It asserts that the theory underlying this prac- 
tice was that such rates should be allowed as would yield a 
fair return upon such investments, and concludes: "Ac- 
cordingly, we rule that under Massachusetts law capital 
honestly and prudently invested must, under normal condi- 
tions, be taken as the controlling factor in fixing the basis for 
computing fair and reasonable rates, . . . that reproduction 
cost, either with or without depreciation, while it may be 
considered, is not, under our law, to be taken as the deter- 
mining basis for reckoning rates." 

The Commission refers to the decisions of the United 
States Supreme Court which refuse to base rates upon securi- 
ties, but points out that in such cases the securities had not 
been issued under public authority, and maintains that such 
decisions cannot be interpreted to imply that the capitaliza- 
tion laws of Massachusetts " and the necessary corollaries 
therefrom " are unconstitutional. It is to be borne in mind 
that the Supreme Court decisions rest solely on the con- 
struction of legal and constitutional provisions; whereas 
that of the Massachusetts Commission would seem to be 
based on broad grounds of public expediency. 

It has long been understood that the Massachusetts com- 
missions gave large regard to capitalization in the establish- 
ment of rates, altho it has generally been impossible to 
ascertain from the published decisions the actual basis for 
rates or the weight given to the various factors. But never 
before in the long history of Massachusetts in regulating 
utilities, had any of its commissions x specifically rejected the 
present value theory, and positively announced that it would 
protect investments by basing rates upon securities. 

The establishment of this principle by the Massachusetts 
Public Service Commission is of far reaching importance. 
It means the displacement of the present value principle by 

1 Until 1913, the control of public utilities in Massachusetts was in the hands of three 
commissions, the Railroad Commission having supervision of railroads and street rail- 
ways, the Gas and Electric Light Commission, of gas and electric utilities; the Highway 
Commission, of telephones and telegraphs In 1913 the duties of the Highway Com- 
mission were given to the Railroad Commission, which became the Public Service 
Commission The Gas and Electric Light Commission still has control over gas and 
electric utilities 
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that of original cost as a basis for rate making. It means 
that utilities will be freed from the risk of a lessening in the 
value of their properties, due to changes in the price of labor, 
materials, and the like. On the other hand it means that 
utilities will not be enabled to profit by increases in the value 
of their property, as, for example, by appreciation in the value 
of their land. It means that investors purchasing their 
stocks or bonds will own securities having back of them an 
obligation or promise from the state; therefore that the ele- 
ment of risk in utility investments will be lessened and that 
presumably the necessary interest payments may be reduced. 
In view of the dissatisfaction expressed in many quarters 
with the reproductive value theory as a basis for rates it is 
fortunate that at least one commission expects to proceed 
upon another principle, making it easier in the future to 
judge which basis is the more expedient both for the corpora- 
tions and for the public. 

The second decision, that of the New Jersey Court of Errors 
and Appeals, is of importance because it marks the conclusion 
of a long series of litigation which aroused widespread interest 
throughout the entire state, and because of its reasoning upon 
the valuation of franchises for rate-making purposes. The 
New Jersey Public Utility Commission had held in 1912 that 
the franchises of the Public Service Gas Company should not 
be considered in the appraisal of the property which was to 
serve as a basis for rates, beyond an amount representing the 
cost of securing such franchises. 1 The case was appealed to 
the New Jersey Supreme Court, which upheld the Commis- 
sion. Appeal was then taken to the Court of Errors and 
Appeals, which in December, 1914, reversed the opinion of 
the Commission and of the Supreme Court, holding that a 
substantial value must be given the franchises. A rehearing 
was granted, however, and in June, 1915, the Court of Ap- 
peals and Errors reversed its former decision, affirming the 
decision of the Supreme Court, that franchises are not to be 
valued. 2 

1 Reports of Board of Public Utility Commissioners of New Jersey, vol 1, p 433 

2 Public Service Gas Co v Board of Public Utility Commissioners Published a8 
pamphlet by the Board of Public Utility Commissioners 
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The Court of Errors held that it is improper to include 
franchises when they are not exclusive and when the public 
retains the right to regulate rates. The argument frequently 
advanced, that franchises ought not to be included because 
they have been a gift to the utilities from the public, the 
Court held to be of little force, except in so far as the value of 
such gifts may be lessened or destroyed by the exercise of the 
public's power to regulate rates or to make similar grants to 
other parties. Said the decision of the Supreme Court, now 
affirmed by the Court of Errors and Appeals: "We do not 
attribute much force to the argument that the special fran- 
chises were a gift from the State. . . . The value of prop- 
erty does not depend upon the mode in which title is 
acquired. . . . There is, however, a sense in which the fact 
that franchises are the subject of gift may be important. The 
value of a gift to an existing company may be destroyed by a 
similar gift to a new corporation or other individuals; and it 
is obvious that in order to determine the wisdom of investing 
in the enterprise, the newcomers would be under no necessity 
of seeking a return upon a franchise for which they were to pay 
nothing. Since it is in the power of the State to bring about 
a supply without compelling the public to pay on the fran- 
chise valuation, beyond the actual cost of procuring it, it 
would be likely to do so, and the effect would be to destroy 
the value of the special franchise of the existing company. 
These considerations lead us to the conclusion that logically 
no allowance should be made for the value of the special 
franchise in a case where it is not legally exclusive and where 
the State still retains the right to fix rates." This reasoning 
would seem to be conclusive. 

v Recently the claim that franchises should be included 
in rate-making valuations, in so far as they are taxed as 
property, has been advanced with persistence. Under this 
theory, franchise values allowed would not depend directly 
upon earnings, but upon the appraisal of the franchises by the 
taxing authorities. The Court of Errors and Appeals, in its 
earlier decision, defended this position. The Maryland 
Commission has recently acted upon the same theory and in 
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its appraisal of the property of the Consolidated Gas, Electric 
Light and Power Company of Baltimore, allowed $5,000,000 
for this purpose. 1 But the New Jersey Court, in its final 
decision, wisely refrained from giving acceptance to this 
theory. The Court refuses to believe that franchises must be 
valued for rate making merely because they are valued for 
taxation purposes, and points out the peculiar nature of 
franchises as property. It says, " That they (franchises) are 
property is well settled. . . . Our own laws recognize them 
as property and tax them accordingly. . . . Such franchises, 
however, are property of a peculiar kind; the right of 
property in them is not absolute, but is qualified by the right 
of the State to fix reasonable rates. . . . That a special 
franchise in the absence of an exclusive right is property only 
in a qualified sense is the result of the right of the State not 
only to regulate rates, but also to authorize a municipality to 
supply itself, and thereby to destroy the value of the special 
franchises." Accordingly the Court refused to include the 
franchises in the valuation for rate making, in spite of the 
fact that they are treated as property by the taxing authori- 
ties. 

This position is fundamentally sound. The argument 
that it is unjust to deny to a corporation a valuation upon its 
franchise for rate making, because the franchise is taxed, is 
sophistical. The levying of a franchise tax ordinarily does 
not lessen the returns of a company, nor prove a burden to 
it, since the taxes are included in computing the operating 
and general expenses of the company, above which it is en- 
titled to a fair return. Assuming that a utility is held by the 
courts or commissions to be entitled to a certain rate of return, 
and to this return only, the laying of a tax upon its franchise 
increases the amount which the public must pay to the com- 
pany in order that it may make this return. If the utility can 
sell its service at a price which will produce its former rate 
of return plus the franchise tax it must be permitted to do so. 
The general result of franchise taxes, under such conditions, 
will be either to increase rates or to prevent them from going 

' Report of the Public Service Commission of Maryland, 1913, p 52 
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down as rapidly as they otherwise might. In either case, the 
tax falls upon the public. Hence the cry of injustice against 
not permitting a return upon the value which is taxed is not 
well founded, for the franchise taxes would ordinarily be 
charged against the consumers. 1 It is to be hoped that other 
judicial bodies and commissions will concur in the position of 
the New Jersey Court upon this issue. 

R. E. Heilman. 



THE TOBACCO INDUSTRY SINCE THE 
DISSOLUTION OF THE TRUST 

The report recently issued by the Commissioner of Cor- 
porations (Part III of the Report upon the Tobacco Industry), 
treating Prices, Costs, and Profits, is the first to deal with a 
post-dissolution period and to compare conditions before and 
after the execution of the court decree. Disappointment 
will be met, however, if one reads the report with an expecta- 
tion of learning anything conclusive about the effectiveness 
of the dissolution of 1911. In the letter of transmittal, 
the Commissioner indicates clearly the limitations of the in- 
quiry. 2 " The actual extent of the competition between the 
successor companies is discussed in so far as the facts regard- 
ing prices, costs, and profits, and changes in the volume and 
division of business tend to show it, but not with regard to 
the other important factors. These other factors are not 
covered by the report because the court retained jurisdiction 
in the case, and the Department of Justice has undertaken an 
investigation as to the manner in which the decree has been 
observed." It is to be regretted that the task of investigating 
these matters was not turned over to the Bureau of Corpora- 
tions. In consequence of the lack of cooperation between the 

1 This reasoning, of course, does not apply to franchises which establish a definite 
charge to consumers, but only to those under which charges are subject to regulation by 
the public 

2 Page xtvii. 



